This study investigates the impact of non-GAAP earnings disclosure practices on nonsophisticated investors in Australia, given Australia's high investor participation rates, including those operating self-managed superannuation funds. The results show a positive association between the prominent disclosure of non-GAAP earnings information and the reliance of non-sophisticated investors on this information. The disclosure of non-GAAP earnings in Australian annual reports has risen steadily over recent years (ASIC 2011; Cameron et al. 2012; KPMG 2011; Sek and Taylor 2011).
The disclosure of non-GAAP earnings in Australian annual reports has risen steadily in recent years. These non-statutory earnings measures are generally disclosed in the unaudited section of the annual report and are not consistent with statutory profit as defined under generally accepted Australian accounting standards (GAAP). Recent research conducted in the United States has provided evidence that non-sophisticated investor decisions are influenced by the presence and prominence of non-GAAP earnings information. Further evidence suggests that investor perception changed after non-GAAP earnings disclosures became subject to regulation in that jurisdiction. Australia has high investor participation rates by international standards, including investors operating self-managed superannuation funds, resulting in a significant number of active individual investors. This study employs an experimental design to investigate the impact on non-sophisticated investors of the reporting of non-GAAP earnings information in addition to GAAP earnings information in Australian annual reports. The results of this study show a positive association between the prominent disclosure of non-GAAP earnings information and non-sophisticated investor reliance on this information. These results provide important evidence to Australian regulators as these narrative disclosures are not subject to regulation, in contrast to the United States where mandatory regulation has been in place since 2003.
Many Australian companies disclose non-GAAP (pro forma, non-IFRS or non-statutory) 1 earnings information in a prominent position in their annual report. Non-IFRS financial information is defined by the Australian Securities and Investment Commission (ASIC) as 'financial information that is presented other than in accordance with all relevant accounting standards' (ASIC 2011: 5) . These non-statutory earnings disclosures are a voluntary disclosure generally found in the unaudited narrative section of annual reports, although a small proportion of corporations make these disclosures on the face of the Income Statement . In contrast, the United States (US) has had mandatory regulation of non-GAAP disclosures effective since 28 March
The Securities and Exchange Commission (SEC) issued Regulation G and amended
Regulation S-K and Form 8-K, resulting in additional requirements on the use of non-GAAP earnings disclosures, including the requirement to lodge earnings releases to the SEC 4 (Clark et al. 2003; Nichols et al. 2005) . As a result many public companies had to change 'the way they handled non-GAAP disclosures, including earnings releases, earnings calls, SEC filings, and investor conferences ' (Clark et al. 2003: 2) .
In the US, non-sophisticated investors have been found to rely more on pro forma earnings information than other segments of the market (Bhattacharya et al. 2007 ). Nonsophisticated investors 5 often lack task specific knowledge in relation to annual report analysis, resulting in unintentional cognitive effects impacting their decisions and judgments (Coran 2010) . Consequently, annual reports that prominently feature non-GAAP earnings information have the potential to significantly influence the decision-making processes of non-sophisticated investors. Further evidence suggests that investor perceptions of non-GAAP earnings in the US changed in the post-regulatory environment (Black et al. 2012) . The importance of the regulatory environment can be seen to play a key role in relation to the impact of certain disclosures on the information choice and decision making of investors.
Understanding the impact of non-GAAP earnings disclosures on non-sophisticated investors in an Australian context is important for three reasons. First, localised differences in disclosures practices, coupled with country-specific regulatory environments, logically result in differences in the way these disclosures are perceived by investors. The disclosure of non-GAAP earnings in Australian annual reports has risen steadily over recent years (ASIC 2011; Cameron et al. 2012; KPMG 2011; Sek and Taylor 2011) .
Empirical evidence relating to Australian non-statutory disclosure practices indicates considerable variation in non-GAAP metric calculation, the types of departures from GAAP over time, and the transparency of reconciliations to statutory net profit, both within firms and between firms, impacting comparability (Cameron et al. 2012; Sek and Taylor 2011 The prevalence and prominence of pro forma earnings disclosures made by Australian companies, combined with the lack of regulation and the significant levels of capital market participation by non-sophisticated investors, suggest the need for an investigation into the impact of these non-GAAP earnings disclosures. The objective of this study is to conduct an experiment 8 to determine whether the disclosure of non-GAAP earnings, in addition to GAAP earnings, significantly influences the information choices of non-sophisticated users of Australian annual reports.
The results of this study show a positive association between the prominent disclosure of non-GAAP earnings information and the reliance by non-sophisticated investors on this information. That is, when non-GAAP earnings information is provided, participants tend to select this information rather than GAAP information when asked to identify basic profitability measures such as current year profit, movement in profit and earnings per share from an annual report extract. Thus, despite the lack of mandatory regulation in relation to non-GAAP earnings disclosures in Australian annual reports, these disclosures are incorporated in the information gathering stage of the decision-making processes of nonsophisticated investors.
The contributions of this article are twofold. First, it adds to the growing body of research relating to the increasing trend of reporting non-GAAP earnings. This study contributes by specifically examining the impact of non-GAAP earnings disclosures as they commonly appear in Australian annual reports. Second, the results of this study contribute to the policy debate on non-GAAP earnings disclosures by Australian corporations and the adequacy of investor protection within Australian capital markets. The quality of nonstatutory disclosures by Australian corporations and the potential negative impact on investors is a key concern of regulators. Although there are some Australian studies of aspects of non-GAAP disclosures (Cameron et al. 2012; Sek and Taylor 2011; Malone et al. 2012) , this is the first Australian study to examine the impact of these disclosures on the information choices of investors.
Background and Literature Review
The disclosure of non-GAAP earnings in Australian annual reports has risen steadily over recent years (ASIC 2011; Cameron et al. 2012 ; Sek and Taylor Jennings and Marques (2011) also provide evidence that prior to Regulation G, but not after it, investors were misled by disclosures of pro forma financial earnings.
Examining the impact of non-GAAP disclosures in the US, Elliott (2006) and Frederickson and Miller (2004) find that non-sophisticated investor decisions are influenced by the presence and, in particular, the prominence of pro forma earnings. Both papers suggest that this impact is caused by unintentional cognitive effects rather than the perceived informative value of the earnings information. Elliot (2006) demonstrates that this influence is moderated by the presence of a tabular, quantitative reconciliation of pro forma earnings measures to GAAP earnings measures.
Psychological research has demonstrated that format and presentation affect the way information is used. Much of the presentation research indicates that investors' judgments and decisions are affected by the placement of information in the financial statements (Trotman et al. 2011 ). This research also demonstrates that, with appropriate disclosures and presentation formats, the cognitive limitations of investors and analysts can be avoided. Logically the impact of presentation would also apply to the disclosure of pro forma information in the narrative section of annual reports. Presentation of non-GAAP information will be affected by country-specific regulatory environments as well as firm specific disclosure decisions.
A cross-country comparison of pro forma earnings disclosure practices in the US and 2011: 94) . This research supports the notion that localised differences in disclosure practices would result in differences in the way non-GAAP disclosures are perceived by investors and in turn warrant country-specific regulatory responses to address these disclosures.
Overall, while the existing literature presents mixed findings on the relative usefulness of GAAP versus non-GAAP earnings information, it nevertheless highlights the potential for non-GAAP earnings disclosures to be interpreted differently by non-sophisticated versus sophisticated investors, particularly in an environment where such disclosures are unregulated.
Hypothesis Development
The objective of this article is to investigate the impact on non-sophisticated report users of disclosing pro forma information in a prominent position in the narrative section of corporate annual reports. In the Australian context, pro forma information is generally disclosed in the unaudited narrative section of a corporation's annual report, affording management a significant amount of discretion in relation to how they present this information. Evidence exists that format and presentation affect the way information is used ( If non-sophisticated annual report users are influenced by pro forma earnings information reported in addition to GAAP earnings, then the provision of this information could affect their understanding of company performance and profitability. The experiment used in this study requires participants presented with either GAAP earnings information or both GAAP and pro forma earnings information to identify basic earnings items such as profit and earnings per share. Their information choices will arguably reflect their understanding of company performance and profitability, and are expected to vary according to whether or not they are presented with non-GAAP earnings disclosures. Our expectation is that the provision of non-GAAP information in a prominent position within the annual report will result in nonsophisticated investors being more likely to rely on non-GAAP rather than GAAP earnings information in the information gathering stage of assessing company performance and profitability. This gives rise to the following testable hypothesis:
<listing> Hypothesis: There is a positive association between the prominent disclosure of non-GAAP earnings information and the reliance by non-sophisticated annual report users on non-GAAP earnings information rather than GAAP earnings information when identifying earnings metrics.
</listing>
Research Design
Experimental design
The approach adopted in this study is a simple 1  2 between-subjects experiment. The manipulation involved the provision of non-GAAP earnings information in addition to GAAP earnings information versus the provision of GAAP information only. The experiment involved the administration of two different sets of information (treatments) to participants.
Participants were randomly assigned either a GAAP earnings treatment or a pro forma earnings treatment whereby they were presented with a case study that included varying combinations of information items typically found in Australian annual reports.
Participants were asked to review the case study content that they had been assigned and then complete a questionnaire based on the information provided. Participants were required to demonstrate their understanding of the earnings information presented in the case study by identifying specific earnings metrics such as profit and earnings per share.
The two treatments were designed to incorporate the types of earnings information
Australian companies disclose in their annual reports, albeit in simplified format. The presence of pro forma earnings information in addition to GAAP earnings information varied depending on the treatment administered.
Treatment 1, the GAAP earnings treatment (hereafter GAAP treatment), contained general company information and a GAAP income statement. The GAAP earnings information disclosed a significant decrease in statutory profit (a statutory loss of $1120 million compared to a $250 million statutory profit the previous year) and EPS of -12.9c (compared to 2.0c the previous year).
Treatment 2, the pro forma treatment (hereafter PF treatment), contained general company information followed by additional non-GAAP disclosures and a GAAP income statement. The non-GAAP earnings information disclosed an increase in operating profit (an operating profit of $408.1 million compared to $258.5 million the previous year) and EPS of 17.4c.
The pro forma earnings information contained in the PF treatment case study material was presented in a format modelled on actual non-GAAP disclosures in Australian annual reports. The aim was to ensure that the case study material was consistent with current Australian annual report disclosure practices. KPMG's Underlying Profits Report (2011) indicates only 9% of companies disclose non-GAAP earnings on the face of the income statement, therefore the majority of these disclosures are in the narrative section of annual reports. Given this current practice, the company in the case study material for the experiment discloses pro forma earnings in the narrative section of the annual report extract.
Research conducted by Cameron et al. (2012) provides evidence of Australian non-GAAP earnings disclosure practices for the period 2007 to 2009. They report that 60% of these disclosures were emphasised in preference to the statutory net profit, with emphasised non-GAAP disclosures typically exhibiting a better year-on-year trend than statutory net profit. They also report an increasing number of companies emphasising positive non-GAAP earnings in instances of negative GAAP earnings. Therefore, to reflect current practice, the company in the case study material for the experiment reports positive non-statutory earnings but negative GAAP earnings.
Participants
In relation to participant choice in experimental studies, Trotman (1996: 95) states 'it is vital that subjects with the appropriate level of experience are used' and it is crucial 'to match the task with the appropriate level of experience'. Furthermore, Liyanarachchi and Milne (2005:121) compared the investment decisions of students and accounting practitioners, finding that the short-and long-term investment decisions of students 'compare well with those of the practitioners'. The task set in this experiment is not as complicated as an investment decision, but rather involves the simple task of identifying basic earnings information from an information set. Therefore, given the nature of the task set and the nature of non-sophisticated investors, the participants used in this study were undergraduate accounting students with varying levels of accounting and finance knowledge.
Descriptive statistics for sample participants are presented in Table 1 . A total of 156 students participated and were randomly assigned either an information set of a GAAP treatment or a PF treatment, resulting in 88 participants receiving the GAAP treatment and 68 participants receiving the PF treatment. The age of the participants ranged from 18 to 53 with a mean age of 25.65. Participants had completed on average 3.83 accounting subjects and 4.53 finance subjects.
Dependent variables
The data collected from the questionnaire gave rise to three main variables to examine participant information choice. Participants were asked three main questions. The hypothesis predicts that there is a positive association between the prominent disclosure of non-GAAP earnings information and the reliance of non-sophisticated annual report users on non-GAAP earnings information rather than GAAP earrings information. It is expected that if the hypothesis is supported the results will show that the mean coded GAAP treatment responses will be significantly lower than the mean coded PF treatment responses (Cell 1 < Cell 2). This result would indicate that the provision of non-GAAP information in a prominent position within the annual report resulted in non-sophisticated investors being significantly more likely to rely on non-GAAP (coded 2) rather than GAAP earnings information (coded 1) when identifying basic earnings metrics.
Results
Descriptive statistics Table 3 . 11 The mean coded responses of participants receiving the PF treatment 12 is significantly higher than the mean coded responses of the participants receiving the GAAP treatment (Cell 1 < Cell 2). The t-test results show that the difference between the mean participant responses for the two treatment groups is significant (p  .000). This result indicates that the different information sets significantly influenced the type of earnings information (GAAP or non-GAAP) the two groups of participants identified from the case study material provided.
A chi-square test has been employed to determine whether the observed frequencies (counts) of the categorised responses across the two treatments differ markedly from the frequencies that would be expected to occur by chance. Tables 4, 5 information choices reflect their understanding of company performance and profitability, then this study's findings suggest that the disclosure of non-GAAP information in Australian annual reports is likely to have a significant impact on the opinions formed by nonsophisticated investors regarding company financial performance and profitability.
The contributions of this article are twofold. First, this article adds to the growing body of research relating to the increasing trend of reporting non-GAAP earnings, by being the first Australian study to examine the impact of these disclosures on the information choices of investors. Second, the results of this article contribute to the policy debate on non-GAAP earnings disclosures by Australian corporations and the role regulators play in ensuring the adequacy of investor protection within Australian capital markets.
The impact of pro forma disclosures contained in Australian annual reports is of concern to ASIC, industry bodies and accounting professionals. The prevalence of these disclosures demonstrates that they are considered relevant to decision makers by Australian company managers. Given the release of RG230, the attention afforded Australian non-GAAP disclosures is likely to continue to increase. The results of this study regarding the impact of current non-statutory disclosure practices on Australian non-sophisticated investors are therefore likely to be of interest to a wide variety of parties.
As with all experimental studies, there are some limitations to this analysis. The experiments took place in a laboratory setting, with time constraints that meant that case study information and questionnaire length had to be limited. In a real life setting, non-sophisticated annual report users would have considerably more information available to them and would also be free to spend considerably more time analysing that information. b The pro forma treatment case study material consisted of general company information followed by additional pro forma earnings disclosures and a GAAP income statement. The acronym PF treatment is used in reference to this treatment. The pro forma treatment case study material consisted of general company information followed by additional pro forma earnings disclosures and a GAAP income statement. The acronym PF treatment is used in reference to this treatment. The pro forma treatment case study material consisted of general company information followed by additional pro forma earnings disclosures and a GAAP income statement. The acronym PF treatment is used in reference to this treatment.
* Correlation is significant at the 0.10 level (2-tailed).
**Correlation is significant at the 0.05 level (2-tailed).
*** Correlation is significant at the 0.01 level (2-tailed). a The GAAP treatment case study material consisted of general company information and a GAAP income statement.
b The pro forma treatment case study material consisted of general company information followed by additional non-GAAP disclosures and a GAAP income statement. The acronym PF treatment is used in reference to this treatment. a The GAAP treatment case study material consisted of general company information and a GAAP income statement.
b The pro forma treatment case study material consisted of general company information followed by additional non-GAAP disclosures and a GAAP income statement. The acronym PF treatment is used in reference to this treatment. 5 The difference between sophisticated and non-sophisticated investors is their level of expertise. Koonce and Mercer (2005: 183) define an expert 'as a person who is able to achieve a high level of performance in a particular task or set of tasks'. They refer to 'person-and task-specific factors' outlined in theories of cognitive psychology 'that cause some people to perform better than others'. These features include experience, knowledge and aptitude; 'those with more knowledge and better-organised knowledge tend to perform tasks more quickly' (p.184). table explicitly reconciling non-GAAP earnings with GAAP earnings were assigned the highest reconciliation quality score, due to the ease of comparison that this format allows. 11 Not all participants provided a response to all three questions; therefore, the sample size in 12 A very small number of GAAP treatment participants were unable to correctly identify basic GAAP based information from the information presented. These incorrect responses where coded as '2' or non-GAAP based response. As a result the mean coded value of the GAAP treatment participants' responses is slightly higher than the expected value of 1.
